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SUBJECT: School Tuition Organization Credit/FTB Report Fiscal |npact To Legislature

SUMVARY

Under the Personal |ncone Tax Law (PITL) and Bank and Corporation Tax Law
(B&CTL), this bill would authorize a credit to taxpayers equal to any voluntary
cash contributions nmade to a school tuition organization.

EFFECTI VE DATE

This bill would apply to taxable or incone years beginning on or after January 1,
1998.

SPECI FI C FI NDI NGS

Current state and federal |aws generally do not allow a tax deduction for

per sonal expenses, such as a child s educational expenses. Personal expenses
that are deductible include itens such as nmedi cal expenses, interest expenses,
and taxes, and work-rel ated expenses. Wrk-rel ated expenses are deductible as
m scel | aneous item zed deductions, but only to the extent they exceed 2% of

adj usted gross incone (AG). Expenses paid or incurred for the education of a
child generally are not currently deductible, but would be considered a persona
expense.

Federal and state |laws all ow a deduction for charitable contributions to vari ous
types of qualified organizations, including educational organizations.

Federal and state | aws provide for various tax credits designed to provide tax
relief for taxpayers who incur certain expenses (e.g., child and dependent care
credits) or to influence business practices and decisions. As nodified by the
Taxpayer Relief Act of 1997, federal law currently allows a Hope Schol arship
credit and a lifetine learning credit for certain tuition expenses. However,
state | aw does not currently allow a credit for tuition expenses.

Exi sting state | awprovides general rules which apply to all tax credits, unless
the individual credit provisions specify otherwise. Anong other itens, genera
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rul es describe the division of credits between nmultiple taxpayers, a husband and
wife, or partners. Except as specified, no tax credit may reduce regul ar tax
bel ow the tentative mninmumtax for alternative mninmumtax purposes.

This bill would allow a credit equal to any voluntary cash contributions made to
a school tuition organization in this state, not to exceed $500 per taxable year.
The qualified contributions may not be designated by the taxpayer for the direct
benefit of a taxpayer’s dependent.

This bill defines a “school tuition organization” as a charitable organization in
this state that is exenpt under federal |aw and that allocates at |east 90% of
its annual revenue for educational scholarships or tuition grants. Recipients
must be allowed to attend any qualified school of their parents’ choice, and
grants may not be limted to grants or scholarships to only students of one
school .

This bill defines a “qualified school” as a primary or secondary school in this
state that does not discrimnate on the basis of race, color, sex, handicap,
famlial status or national origin and that satisfies the requirenments prescribed
by law for private schools on January 1, 1998.

This bill requires the Franchise Tax Board (FTB) to report on the fiscal inpact
of the credit to the Legislature on or before July 1, 2000.

This bill provides that, in the case of a husband and wife filing a separate
return, the credit would be divided equally between them

This bill provides the credit would be in |lieu of any deduction to which the
t axpayer woul d ot herw se be entitl ed.

This bill would all ow any unused credit to be carried over for five years.

Pol i cy Consi derations

This bill would provide an unprecedented 100% credit for qualified
contributions up to $500 per taxable year

Wil e single taxpayers would be allowed a $500 credit, a husband and wife
filing separately would be limted to $250 each

This bill does not contain a sunset date so the Legislature may review its
ef fectiveness.

| npl enrent ati on Consi derations

The department has identified the follow ng inplenentation concerns.
Department staff is available to work with the author’s office to resolve
t hese and ot her concerns that may be identified.

This bill provides a credit for voluntary cash contributions mde to a
school tuition organization, but does not provide a nechanismto verify the
anount of contribution nmade by the taxpayer and whet her the contribution was
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distributed to a qualifying school. Therefore, this departnment would have
difficulty processing this credit.

This bill requires that a school tuition organization nust be a federally
exenpt charitable organization and “allocate at |east 90% of its annua
revenue for educational scholarships or tuition grants to children to all ow
themto attend any qualified school of their parents’ choice” and the

schol arshi ps or grants are to be allocated “without limting the

availability to only students of one school.” However, no verification
process is provided certifying that 1) 90% of a charitable organization’s
revenue is allocated as required by this bill; 2) a school is of a parent’s
choice and 3) that the allocations have been made without limting
availability to students of one school. Wthout verification that a

charitabl e organi zation neets these criteria, this departnment woul d have
difficulty processing this credit.

This bill denies the credit if the taxpayer “designates” the donation for
the “direct benefit” of any dependent of the taxpayer. These terns are not
defined in the bill. Nothing prevents a school tuition organization from

maki ng educational schol arships of tuition grants to the children of a
taxpayer on the basis of a taxpayer's contributions. These and ot her
uncertainties may |l ead to disputes between taxpayers and the FTB concerning
eligibility for the credit.

Techni cal Consi derati ons

This credit is not allowed if the donation is designated for the direct
benefit of any dependent of the taxpayer. Since corporate entities do not
have dependents, the author may wish to nodify the B&CTL | anguage to incl ude
dependents of the taxpayer’s key enpl oyees.

LEG SLATI VELY MANDATED REPORTS

The FTB woul d be required to prepare a report to the Legislature on the fisca
i npact of the credits provided in this bill on or before July 1, 2000.

FI SCAL | MPACT

Departnmental Costs

If this bill is anmended to resolve the inplenentation concerns, this bil
shoul d not significantly inmpact the departnment’s costs.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in
revenue | osses as shown in the follow ng table:

Esti mat ed Revenue | npact of AB 2110
Assunmed To Be I npl enented by 1999
(In $M11ions)
Fi scal Years 1999/ 00 2000/ 01 2001/ 02
Revenue | npact (10) (12) (14)
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Any possi bl e changes in enpl oynent, personal income, or gross state product
that mght result fromthis bill are not taken into account.

Tax Revenue Di scussi on

The potential revenue inpact would be determ ned by the anmpbunt of approved
credits and the tax liabilities of participating donors.

According to the Departnent of Education, there were over 4,300 private
school s (grades K-12) in California during the school year 1996/97 with
615, 000 students enroll ed.

Thi s proposal requires establishnment of tax-exenpt “school tuition

organi zations” that would coll ect donations, process student applications,
and distribute the grants without limting availability to only students of
one school. It is assunmed that because of the bill requirenents pertaining
to these tax-exenpt organi zations, the first year with a revenue i npact
woul d be 1999/ 00.

It is assuned that, since taxpayers cannot designate donations for the
direct benefit of any of their dependents, participation |evels per private
schools would be insignificant. 1In order to estimate the potenti al
magni t ude of revenue | osses, if, on average, five donors per qualified
school contribute $500 (maxi mum credit) during the taxable/income year
($2,500 per school) and an 8% average nmarginal tax rate is used for the

cal cul ati on of the deduction offset, the revenue |loss for the first ful
fiscal year would be on the order of $10 million, increasing by perhaps 15%
annual | y.

It is projected that 90% of the potential revenue inpact fromthis bil
woul d occur under PITL and the remai ning 10% under the B&CTL

BOARD POSI TI ON

Pendi ng.



